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. | NTRCDUCTI ON

A. Procedural Hi story

On August 26, 1993, the Massachusetts Muinici pal Whol esal e
El ectric Conpany ("MWEC' or "Conpany") filed with the Depart nment
of Public Utilities ("Department”) a petitiénrequesting
approval of borrow ng by the issuance of bonds or other forns of
i ndebt edness ("Refunding Bonds") in total principal of an anount
not exceedi ng $1, 165,890,009 including a ten percent
contingency, for the purpose of refunding up to an aggregate
amount of $758, 105, 000 (" Refunded Bonds')of outstandi ng Power
Supply System Revenue Bonds described as follows: (1) Nuclear
Mx No. 1 ("Mx 1"); (2) Nuclear Project No. 3 ("Project 3"); (3)
Nucl ear Project No. 4 ("Project 4"); (4) Nuclear Project No. 5
("Project 5"); (5) Project No. 6 ("Project 6"); (6) the Wnan
Project ("Wman"); (7) the Stony Brook Internediate

! As originally filed, the petition sought $1,176,470,000 for
t he purpose of refunding $767, 250, 000. Subsequently, MWEC
filed corrected testinmony which specified the changes made
(Exh. M1 at Preface 5-9) and noted that the only inpact of
t he changes was nunerical in nature.

2 The $1, 165, 890, 000 of refunding authority consists of
$935, 890, 000 of Refunding Bonds, including a possible $200
mllion to be issued on a variable rate debt basis (and
i ncluding the ten percent contingency). |If variable rate
debt is approved, MWEC nmay choose to secure that debt by a
letter of credit, which would require the issuance of bank
bonds in the anpbunt of $230 million. $758, 105, 000
represents the amount to be refunded (Exh. M1, at 9-10).

3 Ref undi ng Bonds are debt instruments issued to retire
out st andi ng bonds. Refunded Bonds are those instrunents
retired by the issuance of refundi ng bonds
(Exh. M1, at 17).
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Project("Intermediate Project”); and (8) the Stony Brook Peaking
Project ("Peaking Project ") (hereinafter collectively referred
to as "the Projects"). The approved borrowi ng al so woul d be used
to pay issuance expenses and deposits required by MMEC s general
bond resolution ("GBR') in connection with the borrow ngs
(Exh. M1, at 9-13, 28-29).

The Departnment designated Yvette Begue as hearing officer.
Geor ge Yi ankos and Antoni o Nobles, of the Departnent's Rates and
Revenues Division, provided technical assistance.

Pursuant to notice duly issued, an evidentiary hearing was
hel d at the Department's offices in Boston on October 20, 1993.
No petitions for |leave to intervene were filed. John D. Ml ler
of the financial advisory firmof Public Finance Managenent, Inc.
("PFM') and Janes E. Fuller, assistant treasurer/treasury nmanager
of MWEC, testified in support of MWEC s petition. MWEC
i ntroduced one exhibit. The exhibit was the prefiled direct
testinony of M. MIller and M. Fuller together with eight
attachnents (Exh. M1l). The Departnent introduced two exhibits
consi sting of the Conpany's Responses to the Departnent's
I nformati on Requests DPU 1-3 and 1-4, |abelled, respectively,
Exhi bits DPU-1 and DPU- 2.

B. MWEC

MMAEC was created by Chapter 775 of the Acts of 1975 and is
a public instrunentality and a political subdivision of the
Commonweal th. St. 1975, c. 775, 8 lt seq.; G L. c. 164,
App. 8 1-1, et seq.; Massachusetts Municipal Wol esale Electric
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Conpany, D.P.U. 86-57, at 2 (1986). MWEC is a public
corporation formed to devel op a bul k power supply program for
Massachusetts municipal electric systenms, with authority to
acquire, construct, and finance ownership interest in electric
generating units. St. 1975, c¢c. 775, 8 5; G L. c. 164,

App., 8 1-5. It does so, in part, through the issuance of

revenue bonds. Massachusetts Mini ci pal Wol esale El ectric

Conpany, et al. v. Town of Danvers et al,. 411 Mass. 39 (1991).

C. The Projects

VWhi | e MMWEC owns undi vided interests in its generating
facilities assets, it sells the capacity and energy fromthese
ownership interests to various Massachusetts municipal electric
systenms and out-of-state utilities through a planning and
acquisition vehicle referred to as a project (Exh. M1, at 14).
The utilities execute power sales agreenments ("PSAs*)wi th MWEC
for their purchase of the capacity and energy output, if any, of
a project (id.). MWEC has eight projects through which it sells
capacity and energy to 28 Massachusetts rmunicipal electric

systens and seven out-of-state utilitiesi(d.).

4 The PSAs establish the portion of project capability for
whi ch each project participant contracted and set out the
obligations of MWEC and each participant. |In general, the
PSAs obligate the participants to pay their pro rata share
of all expenses incurred by MWEC in relation to the
project, 1ncluding any principal and interest obligations
incurred as a result of debt 1Issued by MMEC to support the
project. Each participant is required by the terns of the
PSAs to fix electric rates sufficient to provide revenues to
nmeet its obligations under the PSA. Massachusetts Muinici pal
Whol esal e El ectric Conpany D.P.U. 86-57, at 3 (1986).
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Mx 1 consists of a 1.603 percent ownership interest in
MIlIstone No. 3, a 1,150 negawatt ("MAN) nucl ear generating unit

| ocated in Waterford, Connecticut and a 0.163 percent ownership
interest in Seabrook Unit 1, a 1,150 MN nucl ear generating unit

| ocated in Seabrook, New Hanpshire. MWEC sells the capacity and
energy fromthese ownership interests to 25 nunicipalities

(id. at Att. 1). Project 3 consists of a 3.196 percent ownership
interest in MIlIstone 3. MWEC sells the capacity and energy
fromthis ownership interest to 27 nunicipalitiesid.).

Project 4 and Project 5 consist of a 4.333 percent and 1. 097
percent interest, respectively, in Seabrook Unit 1. MWEC sells
the capacity and energy fromthese ownership interests to 27
muni ci palities for Project 4 and 28 nunicipalities for Project 5
(id.). Project 6 consists of a 6.001 percent ownership interest
in Seabrook Unit 1. MWEC sells the capacity and energy from
this ownership interest to 20 nmunicipalities and one out-of-state
participant (1d.). Wnan consists of a 3.669 percent interest in
the WF. Wman Unit 4, a 619 MNVfossil fueled electric generating
unit located in Yarnmouth, Maine. MWEC sells the capacity and
energy fromthis ownership interest to 12 nunicipalities d.).

The I nternediate Project consists of a 90.757 percent ownership
interest in a 343 MVoil and gas conbi ned-cycle facility | ocated
i n Ludl ow, Massachusetts. MWEC sells the capacity and energy
fromthese ownership interests to 24 nunicipalities and six out-
of -state participants (d.). The Peaking Project consists of a

100 percent ownership share in the Stony Brook Peaking Unit, a
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170 MV fossil-fueled electric generating facility also located in
Ludl ow. MWAEC sells the energy and capacity to 22 nmunicipalities
(id.).

1. STANDARD OF REVI EW

In order for the Departnent to approve the issuance of bonds
by MWEC, the Departnment nust determ ne that the proposed
borrowi ng i s reasonably necessary to acconplish sone legitimte
purpose in neeting MWEC s service obligations, pursuant to

GL. c. 164, App., 88 11, 1727 Fitchburg Gas & Electric Light

Conpany v. Departnent of Public Utilities395 Mass. 836, 842

(1985) ("Fitchburg 11"), citingFitchburg Gas & Electric Light

Conpany v. Departnent of Public Utilities394 Mass. 671, 678
(1985) ("Fitchburg I").®

GL. c. 164, App., 8 1-11, provides, in pertinent part:

[ MWEEC] may i ssue refunding bonds for the purpose of
payi ng any of its bonds at maturity or upon

accel eration or redenption, subject to the approval of
the [D] epartnent under this act.

> St. 1981, c. 105, anended St. 1975, c. 775, 8 17, by adding
t he provision that Departnent approval is not required for
thelissuance by MMAEC of bonds wth a maturity of one year
or |ess.

6 The court has found that the authority of the Departnent
under G L. c. 164, App., 8 17, to determ ne whether a
proposed i ssuance of bonds by MMEC is "reasonably
necessary" is of the same scope as the Departnent’'s
authority in making such a determ nation for electric and
gas conpanies under G L. c. 164, 8 14. Fitchburg |
at 841-843. Since the "reasonably necessary” standard was
not affected by the enactnent of St. 1981, c. 105, we find
that the Departnment's authority, except regarding short-term
bond i ssuances, remains the sane under St. 1981, c. 105, as
it was under St. 1975, c. 775, 8§ 17. Massachusetts
Muni ci pal Whol esal e El ectric Conpany D. P. U 89-230,
at 10, n.4 (1992).
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GL. c. 164, App., 8 1-17, provides, in pertinent part:

[ MWMEC] shall issue only such amount of bonds as the

[Djepartnment may fromtine to tine vote is reasonably

necessary for the proposed purpose of such issue, and

such approval shall be subject to such reasonable terns

and conditions as the [D] epartnment nmay determ ne to be

in the public interest; provided, however, that where

such bonds are payable at periods of not nore than one

year after the date of issue, approval of such issuance

by the [D epartnent shall not be required.

The courts have found that, for the purposes of G L. c. 164,
8 11 and G L. c. 164, App., 88 1-17, "reasonably necessary" neans
"reasonably necessary for the acconplishnment of sonme purpose
having to do with the obligations of the conpany to the public
and its ability to carry out those obligations with the greatest

possi ble efficiency.” Fitchburg Il at 836, citingLowel|l Gas

Li ght Conpany v. Departnent of Public Utilities319 Mass. 46, 52
(1946).

The Fitchburg | and Il and Lowel | Gas cases al so established

t hat the burden of proving that an issuance is reasonably
necessary rests with the conpany proposing the issuance and t hat
the Departnment's authority to review a proposed i ssuance "is not

l[imted to a 'perfunctory review.'" Fitchburg | at 678;

Fitchburg Il at 842, citingLowel| Gas at 52.

I n cases where no issue exists about whether the managenent
deci sions regarding the requested financing were the result of a
reasonabl e deci si on-maki ng process, the Departnent limts its
review to the question of whether proceeds froman i ssuance wil |l
be used for a purpose that, on its face, is reasonabl e.Canal

Electric Conpany et al, D P.U 84-152, at 20 (1984).
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1. MWEC S PROPCSAL

A. | nt r oducti on

The Conpany seeks approval to issue refunding bonds in an
amount not exceedi ng $1, 165, 890, 000 (i ncluding a contingency fund
and i ssuance costs) for the purpose of refunding up to
$758, 105, 000 i n outstanding bonds. O the $1.165 billi on,
$935, 890,000 is for the issuance of fixed rate debt. However,
t he Conpany al so seeks authority to possibly issue up to $200
mllion of the $935,890,000 on a variable rate debt basis.
Shoul d t he Conpany receive authority to do so, it mght need up
to $230 mllion in additional funds in order to secure its debt,
dependi ng on the type of reinbursenent agreenent the Conpany
ultimately negotiates with a bank. Thus, the $1.165 billion
consi sts of $935, 890, 000 needed to issue refundi ng bonds and $230
mllion should the Conpany use sone variable rate debt
(Exh. M1, at 9-10).

B. Fixed Rate Refundi ng Program

1. Descri ption

The Conpany has financed its ownership interests in various
generating facilities through revenue bonds issued under its
General Bond Resolution ("GBR') and pursuant to c. 775 of the
Acts of 1975 (Exh. M1, at 13-14).

MMAEC has petitioned the Departnment for approval to borrow
funds, by the issuance of fixed rate bonds or other forns of
i ndebt edness, not to exceed a total of $935, 890,000 of which:
(1) $158,960,000 is for Mx 1, Project 3 and Wman for the
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pur pose of refunding $144, 505, 000 of MWEC s Power Supply System
Revenue Bonds, 1977 Series A, (2) $81,945,000 is for Project 4
for the purpose of refunding $74, 495, 000 of MMWEC s Power Supply
Syst em Revenue Bonds, 1977 Series B; (3) $107,130,000 is for
Projects 3, 4, 5 and 6 for the purpose of refunding $84, 400, 000
of MWEC s Power Supply System Revenue Bonds, 1992 Series A
(4) $359,445,000 is for Projects 3, 4, 5 and 6 for the purpose of
refundi ng $274, 700, 000 of MWEC s Power Supply System Revenue
Bonds, 1992 Series B; (5) $64, 215,000 is for Project 6 for the
pur pose of refunding $49, 425, 000 of MMWAEC s Power Supply System
Revenue Bonds, 1992 Series C; (6) $103,395,000 is for Project 6
for the purpose of refunding $82, 150, 000 of MMWEC s Power Supply
Syst em Revenue Bonds, 1992 Series D; and (7) $60, 800,000 is for
Projects 3,4, 5, 6, the Internediate Project and the Peaking
Proj ect for purposes of refunding $48, 430,000 of MWEC s Power
Supply System Revenue Bonds, 1992 Series Eid. at 11-13).
According to the Conpany, there are essentially two nethods
by which bonds could be refunded: (1) advance refunding or
(2) current refunding (Exh. M1, at 16). Under advance
refundi ng, MMWEC woul d i ssue Refundi ng Bonds, the proceeds of
whi ch woul d be used to purchase United States Treasury
obligations ("Treasury obligations”). The Treasury obligations
woul d then be placed in an irrevocabl e escrow account naintai ned
by the Company's bond fund trusteei(d. at 17). After the escrow
account is established, the lien of MMEC s revenues, as created

by the PSAs, would be defeased and the Refunded Bonds woul d no
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| onger be considered outstanding under the GBRi@d. at 17-18).

I nstead, the Refunded Bonds woul d be secured by the Treasury
obligations in the escrow account i(d. at 18). The interest and
princi pal com ng due on these obligations are matched to the

i nterest and principal com ng due on the Refunded Bonds prior to
and at their first call date, and would be escrowed until the
first date at which the Refunded Bonds nay be called for
redenption (id.).

Under a current refunding, MWEC would instruct its bond
fund trustee to redeemthe Refunded Bonds within 30 to 90 days
after MMAEC receives the proceeds fromits Refundi ng Bonds
(id. at 18). An escrow fund woul d be established in the sane
manner as for an advance refunding, but would only be in
exi stence for the duration of the 30- to 90-day escrow period
required (id. at 19).

A tender programwould allow MWEC to currently refund bonds
not currently callable by the purchase of bonds in the open
mar ket. Two nethods may be used: (1) in a "lowto-high" tender,
MMWAEC woul d accept the | owest bids first, noving to higher bids
as nore bonds were incorporated into the program (2) in the
"Dutch Auction" approach, bondhol ders tender their bonds at
what ever price they choose and the Conpany then sets a uniform
price which it pays to all bondhol ders tendering their bonds at
or below the uniformprice. The principal advantage of the
former nethod is the | ow cost of the programand of the latter

met hod, uniformty of price i(d. at 20-21). Under the tender
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nmet hod, there is no need for a defeasance escrow account because
t he Refunded Bonds are cancell ed i medi ately upon purchase

(id. at 21). A tender would only be nore econom cal than an
advance refundi ng (assum ng 100 percent of the Refunded Bonds
were tendered) if MWEC s outstanding securities are valued at a
yield to their call date which is higher than the yield which
coul d be obtained through the purchase of U S. Treasury
obligations for the defeasance escrowi(d. at 21-22).

The 1977 Series A and B Bonds are currently call able and
t herefore, MWEC expects to currently refund those bonds
(id. at 16). Regarding its 1992 Series A, B, C, D and E Bonds,
which are first callable on or after July 1, 2002, the Conpany
i ntends to advance refund these bonds, unless a tender nethod is
used, in which case they would be refunded on a current basis
(id. at 16-18).

MMAEC has requested a ten percent contingency for refunding
its 1977 Series A and B Bonds, and its 1992 Series A, B, C, D and
E Bonds (id. at 29). According to the Conpany, a ten percent
contingency woul d provide enough financial flexibility to allow
MMAEC to obtain |l ower interest rates wthout the need for
addi ti onal bondi ng approval fromthe Departnenti(. at 30).

MMAEC al so reported that under an advance refunding, the addition
of a contingency increases the net present val ue of the savings
associated with | ower debt service costsid.). The Conpany

noted that in a current refunding, it could structure the

Ref undi ng Bonds to achi eve additional savingsif@.). Finally,



D.P. U 93-159 Page 11
MMAEC mai nt ai ned that a contingency would pernmt the Conpany to
advance refund additional Refunded Bonds, dependent on market
conditions (id.).

2. Anticipated Savings

MMAEC seeks authority to issue its Refunding Bonds in order
to lower its debt service paynents by taking advant age of
favorabl e market conditions. According to the Conpany, savings
resulting froml| ower debt service paynents woul d be passed on to
Project participants through reduced billings under the PSAs for
the Projects (d. at 13). The Conpany contends this would
i nprove the creditworthi ness of the Conpany, and aneliorate rates
for Project participants and ultimtely, their ratepayers
(id. at 13, 15).

The Conpany explained that the |evel of the prevailing
interest rates will have an inpact on the anpunt of, and savings
associ ated with, the refunding bondsi(d. at 23). The reason
offered is that in an advance refundi ng, the anount of bonds to
be issued to refund a bond is inversely related to the prevailing
yields on U S. Treasury securities held in the defeasance escrow
account. Thus, the anmpbunt of savings derived is a function of
both the yield on the escrow and the prevailing tax-exenpt
interest rate (d.).

The Conpany prepared estinates of savings at three interest

rates: 4.5, 5.0 and 5.5 percent i(d. at Att. 7). Assum ng
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current market rates (5.5 percent)’, a current refunding of its
1977 Series A and Series B bonds woul d produce net present val ue
savi ngs over the current bonds of approximately $5.5 nmillion and
$1.2 mllion respectively, or 3.84 and 1.61 percent of the

ref unded bonds at par. Refunding the 1992 Series A through E
bonds woul d produce net present val ue savings of |less than two
percent (Exh. M1, at Att. 7).

MMWAEC acknow edged previous testinony to the effect that it
considered a five percent net present val ue savings generally to
justify refunding (d. at 42). However, the Conpany indicated
that, in light of current rates, which are at historical |ows, a
two to three percent net present value savings would now justify
a refunding (id.). As a result of the refunding, and again
assum ng the |l owest interest rate of 4.5 percent, the Conpany
estimated that its annual debt service would decline by
approximately $6.3 mllion on an aggregate average annual basis,
and by $61.2 nmillion on an aggregate net present val ue basis, for
Mx 1, Projects 3, 4, 5 6, Wnan, the Internediate Project and
t he Peaking Project (d. at 41; see also Tr. at 46-47). At
current market |evels, annual debt service would decline by $2.7
mllion on an aggregate average annual present, and by $7.6

mllion on an aggregate net present value basPs(id. at Att. 7).

7 The Conpany asserted that current market |evels are actually
slightly lower than 5.5 percent, but that 5.5 percent is a
reasonabl e proxy for illustrative purposes (Tr. at 48).

8 These figures are derived by addi ng together the gross

savings for each of the 1977 and 1992 bond series assum ng
an interest rate of 5.5 percent, as set forth by the Conpany
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The Conpany expl ai ned that the purpose of seeking
aut hori zation to issue refunding bonds is to place itself in the
position of being able to take advantage of future favorable
mar ket fluctuations (d. at 43). The Conpany noted that it would
not find it worthwhile to issue refunding bonds at an interest
rate of nore than 5.5 percent; for the Conpany, 5.5 percent is
effectively a maximuminterest rate or cap for refunding
(Tr. at 38).

The Company included in its savings analysis an all owance
for issuance costs based on 1.5 percent of the issue size of the
Ref undi ng Bonds (Exh. M1, at 28). |ssuance costs consist of
underw i ting discounts, bond counsel and other |egal fees,
printing expenses, consulting engineer's fees, financial advisory
fees, and trustee fees (d. at 29).

C. Variable Rate Debt Refundi ng Program

The Conpany al so proposed the use of variable rate debt in
its refunding program(d. at 9). Specifically, MWEC is seeking
to i ssue approximately $200 mllion (of the total $935,890,000 in
refundi ng authority sought) on a variable rate debt basisd.).

In support of this proposal, the Conpany contends that current
interest rates are | ow’ Moreover, the average variable rate
over the past ten years is five percent, conpared to the weighted

average interest cost of MMEC s fixed rate debt of 6.2 percent.

in Exhibit M1, Attachnent 7.

9 The Conpany indicated that currently, one week variable rate
demand obl i gations are yielding about 2.4 percent
(Exh. M1, at 48).
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Finally, while variable rate debt has at tines exceeded MMEC s
current fixed rate, the difference was of short duration
(id. at 48). Overall the cost of variable rate debt has been
| ower than the cost of fixed-rate debt i(d.). MWEC expl ai ned
that its Projects were capitalized in the 1970s and early 1980s
t hrough a strategy based on 100 percent |ong-term debt financing,
because (1) there was no vi abl e variabl e-rate nmarket,
(2) interest rates were increasing, and (3) tax |aws of the
period permtted unlimted arbitrage on debt-financed Iiquid
assets, including MWEC s revenue bondsi(d. at 49). The
Conmpany contends that current market and financial conditions,
such as the presence of a large, thriving tax-exenpt, variabl e-
rate debt market, changes in tax laws Iimting arbitrage on debt-
fi nanced assets and the general decline in interest rates nake
vari abl e-interest rates viable i(d. at 49-50).

Pursuant to its GBR, MWEC has funds and tenporary
i nvestments of approximately $200, 000, 000, being financed at the
Conmpany' s average cost of debt, 6.2 percent per annum
(id. at 50-51). Approximately one half of the $200 million in
liquid assets is subject to arbitrage rebate requirenents
("rebatable") while the remainder is not subject to arbitrage
rebate requirenents ("non-rebatable") i(d. at 50). The Conpany

defines arbitrage as any profit resulting frominvesting the
proceeds of a bond issue at a yield higher than the interest cost
of that bond issue" {(d. at 50). Under federal tax |aws,

rebatabl e arbitrage yields nust be rebated to the federa
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government, while non-rebatable yields need noti.). Because

t hese assets are invested in short-term governnment securities
currently earning approxi mately three percent per annum

(Tr. at 32), MWEC contends it is exposed to interest rate risk
fromshort-termliquid assets, which is further exacerbated by
the arbitrage regulations (Exh. M1, at 49-50).

The Conpany indicated that the Project Participants receive
the benefit of the interest earnings on the securities in which
MMAEC i nvests its $200 million of liquid assets. However, the
Project Participants also pay MWEC s average | ong-term debt
i nterest expense of approximtely 6.2 percent. Therefore, to the
extent the securities in which MWEC invests its liquid assets
yield less than 6.2 percent, the Project Participants are |osing
noney through exposure to interest rate riski@d. at 51). In
order to elimnate this risk, MWEC proposes to convert the
portion of its fixed-rate liabilities which equals its liquid
assets (approximately $200 mllion) into variable rate debt
(id.).

The Conpany contends that its proposed use of variable rate
debt should be viewed in the context of asset and liability
managenent (id. at 49). MWEC considers itself vulnerable to
variable interest rate risk in its reinvestnents rather than in
its debts (Tr. at 55). The purpose of introducing a limted
amount of variable rate debt on the debt side is to cancel out
the variable rate risk on the asset side and, ultimtely, to

reduce the risk to the entire program and "i muni ze t he bal ance
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sheet" (id.). The Conpany considers this a kind of conposite
aggregat e bal ance sheet managenent approach and contends it is a
nore conservative strategy (d. at 56).

According to MWEC, converting about $100 nmillion of its
long-termfixed debt liabilities into variable rate debt wll
result in a positive differential, or spread, between the higher
taxable yield on the securities in which the non-rebatable assets
are invested versus the tax-exenpt variable rate interest expense
incurred across all interest rate scenariosi@d. at 53). The
Conpany expl ained that this is based on the historical
rel ati onshi p between short-termtaxabl e investnents and vari abl e
rate tax exenpt debt (Exh. DPU-1, at 2). Current variable rate
debt cost is estimated to be approximately 2.97 percent while the
yield on MWEC nonrebat abl e assets ranges from 3. 11 percent to
3.77 percent (d.). The Conpany contends that this approach to
interest rate risk nmanagenent will mtigate interest rate
exposure for MWEC s Project Participants.

Regardi ng the Conpany's rebatable liquid assets, MWEC
indicated that to the extent the yield on these assets exceeds
the arbitrage rebate | evel for each series of bonds subject to
rebate, the Project Participants should be indifferent to this
strategy since under arbitrage rules, MWEC would have to pay to
t he federal governnent the earnings above the rebate | evels set
by the federal governnment {(d. at 54).

However, to the extent the yield on the rebatable assets is

bel ow the rebate levels, as is currently the case, the Project
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Participants are subject to interest rate risk and | ose noney.
Therefore, the Conpany proposes to convert an additional $100
mllion of its long-termfixed debt liabilities to variable rate
debt, in conjunction with the purchase of an interest rate cap to
shelter the Project Participants froman increase in the variable
rate debt above the rebate levels on the rebatable |iquid assets.
An interest rate cap is an agreenent allow ng the buyer the right
to rei mbursenent fromthe seller in an ambunt equal to the
di fference between the actual level of floating interest rates
and the cap level determned at the tine of the agreenent
(id. at 55). The interest rate cap applies only to the rebatable
[ iquid assets.

MMWAEC has previously sought, and received, authority to

assunme variable rate debt. Massachusetts Minici pal Wol esal e

Electric Conpany D.P.U 92-235 (1993). In that sane O der,

MMWEC was al so directed to provide a maxi mum vari abl e interest
rate with supporting analysis the next time it sought approval
for the use of variable interest rates.ld. at 11, n.5.

The Conpany contends that a maxi num variable rate is not
necessary because, based on its proposed variable rate program
the risk associated with issuing variable rate debt is reduced in
two ways (Tr. at 58-60; Exh. M1, at 55-56). First, with respect
to the non-rebatable portion, MWEC will lock in a positive
spread between the yield on the non-rebatable |liquid assets and
the variable rate debt interest costs (Exh. M1, at 55;

Exh. DPU-1). Second, with respect to the rebatable portion,
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MMAEC wi | | have the sanme hedge up to the rebate level for the
rebatabl e portion, and to the extent that the interest rate on
the variable rate debt exceeds those |evels, MWEC woul d use an
interest rate cap as descri bed above (Exh. M1, at 55-56;

Exh. DPU-2). Therefore, the interest rate exposure of Project
Participants is mtigated.

Assum ng MWEC i ssues variable rate debt, it would need to
negoti ate a rei nbursenent obligation with a bank in order to
i nsure paynent of tendered bonds in the event of a failed
remarketing (Exh. M1, at 60). The reinbursenent obligation
woul d likely involve one of two scenari os. The first is a
standby bond purchase agreenent i(d. at 62). A standby purchase
bond agreenent requires the bank to "buy" any bonds that are not
remar ket ed. The bank keeps the bonds it has purchased and
recei ves Conpany paynents of principal and interest.

The second, and nore |ikely scenario, involves a |etter of
credit. A letter of credit would require that MWEC i ssue a
"bank bond™° in the anpbunt of the letter of credit, bearing a
hi gher interest rate (d. at 62-63). The letter of credit would
be for an ampunt equal to the total principal anount of the
vari abl e rate denmand obligations issued ($200 mllion) plus an
amount equal to 124 days, or nore, of interest on the principal.

MWEC stated that the total amount will not be nore than 115

10 The Conpany defines a bank bond as a rei nbursenent
obl i gati on between the Conpany and the conmercial bank
providing the letter of credit. In other words, it is the
repaynent of a |oan created by the purchase of outstanding
bonds by the bank (Tr. at 64).
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percent of the variable rate debt to be issued by the Conpany
(id. at 63, 65). Wiile this plan neans MMWEC nust issue two
separate securities, the variable rate bonds and the
correspondi ng bank bonds, MWEC will only be required to nmake
paynents on one set of bonds. The type of paynent woul d depend
on whether, and to what extent, MWEC coul d successfully market
its variable rate obligations. Should the Conpany decide to
enter into a reinbursenent agreenent involving a letter of
credit, MMWEC s outstandi ng debt would increase by $230 nillion
($200 mllion of variable rate debt tinmes 115 percent)

(id. at 64-65). However, according to the Conpany, the letter of
credit is well regarded in the market, would work well with the
| egal constraints of MMEC s GBR and woul d not cause market

di sruption in the event of a failed remarketingi(l. at 61).

Since the interest rate exposure associated with the
Conpany's rebatabl e and non-rebatabl e assets is proportionate to
all Project Participants, MWEC proposes to structure the
variable rate so that each of the eight MWEC Projects has a
proportionate share of the benefits. Accordingly, the Refunding
Bond aut hority associated with the bank bonds will be allocated
among the Projects with the aimof achieving proportionalilty

(id. at 65-68).

11 MWEC indicated that at this tinme it cannot specify the
amount of bank bonds that may be allocated to each Project.
Such al |l ocati ons woul d depend on market conditions, the
price of each series of bonds at the time of the refunding
and the anount of liquid assets against which the variable
rate debt would be matched (d. at 58, 66-67).
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[11. ANALYSI S AND FI NDI NGS

The evi dence denonstrates that the proposed refunding wll
result in debt service savings and, in turn, savings to the
Project Participants. Based on the foregoing evidence, the
Departnent finds that MWEC has sufficiently denonstrated that
t he proposed refunding will be used for a purpose that is
reasonably necessary to acconplish the Conmpany's utility
operations in accordance with GL. c. 164, App. § 1-1let seq.
and that the decision-nmaking process underlying this proposal is
based on a consideration of appropriate factors.

| ssues concerning the prudence of the Conpany's capital
fi nanci ng have not been raised in this proceeding, and the
Departnent's decision in this case does not represent a
determ nation that any project is economcally beneficial to the
Conpany or its participants.

Regardi ng the Conpany's fixed rate financing proposal, the
Departnent finds that such proposal is reasonabl e because it
likely will (1) inprove MWEC s ability to borrow funds and its
credi tworthiness; (2) |lower MWEC s debt service paynents; and
(3) result in reduced billings for the Project Participants and
| oner electric rates for ratepayers.

The Departnent further finds the contingency factor used by
t he Conpany, in this case, to be prudent since this factor wll
all ow MMEC to respond to changing market conditions in a tinely
manner and to capture additional net present val ue savings

wi t hout seeki ng Departnent approval for additional financing.
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Regardi ng the Conpany's proposed use of variable rate debt
in its refunding program the Departnent finds that while
variable interest rates entail the assunption of greater risk by
t he i ssuer, the Conpany has denonstrated that prevailing market
conditions and financial regul ations nake the issuance of
vari abl e-rate debt reasonable for MWEC and its Project
participants (Exh. M1, at 49-50). The Departnment further finds
that the Conpany's use of this debt in conjunction with an
interest rate cap for the rebatable |iquid assets portion of the
programw || adequately protect Project participants fromthe
ri sks associated with variable rate debt. As a result, the
Departnent finds that the use of tax-exenpt, variable rate debt
likely would (1) reduce MWEC s cost of capital; (2) facilitate a
positive spread between the cost of variable rate debt and the
Conmpany's earnings capability on its liquid assets; and (3) | ower
t he Conpany's fixed rate borrow ng costs. The Depart nent
t herefore approves the use of variable rate debt as set forth
above.

V. CORDER

Accordingly, after due notice, hearing, and consideration
t he Departnment hereby:
VOTES That the issuance, fromtine to tinme, by the

Massachusetts Munici pal Wol esal e El ectric Conpany of Refunding
Bonds and tenporary notes, bonds, or other evidences of
i ndebt edness in total principal anmount not exceeding $1, 165,

890, 000 i s reasonably necessary for the proposed purpose of such
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issue(s); and it is

ORDERED That the Departnent approves the borrow ng by the
Massachusetts Muni ci pal Wol esale Electric Conpany, fromtime to
time, by the issuance of Refunding Bonds (and tenporary notes,
bonds, or other evidences of indebtedness) in an aggregate
princi pal anpbunt not exceedi ng $1, 165, 890,000 to be used solely
for the purpose of refunding up to an aggregate $758, 105, 000 of
out st andi ng Power Supply System Revenue Bonds; and it is

FURTHER ORDERED That t he Massachusetts Minici pal Wol esal e

El ectric Conmpany may structure the Refunding Bonds (and tenporary
not es, bonds, or other evidences of indebtedness) to be issued
pursuant to this Order in any manner the Massachusetts Muini ci pal
Whol esal e El ectric Conpany determ nes to be appropri ate,
including the use of a variable rate debt, as long as the

i ssuance is not otherwi se inconsistent with this O der.

By Order of the Departnent,



